United States Court of Appeals 

for the 

District of Columbia Circuit 



TRANSCRIPT OF 
RECORD 






TRANSCRIPT OF RECORD 


Court of Appeals of the District of Columbia 


JANUARY TERM, 1931 


THE FINANCE AND INVESTMENT CORPORATION, 
■, APPELLANT, J'V/; ."WvA 


DAVID BURNET, COMMISSIONER OF INTERNAL 
'.REVENUE. 


APPEAL FROM THE BOARD OF TAX APPEALS. 


FILED JANUARY 27, 1931. 


PRINTED MARCH 11. 193L 














Court of Appeals of the District ofj Columbia 

JANUARY TERM, 1931 

No. 5346 ! 


THE FINANCE AND INVESTMENT CORPORATION, 
APPELLANT, j 

| 

VS. 

DAVID BURNET, COMMISSIONER OF INTERNAL 
REVENUE. 


APPEAL FROM THE BOARD OF TAX APPEALS. 


Docket entries 

Petition. 

Answer . 

Opinion . 

Decision . 

Stipulation ... 

Petition for review and notice of tiling. 

Amended statement of evidence. 

Pr.ecipe .. 

Order enlarging time. 


INDEX. 


Original Print 

1 1 

3 3 

S 7 

9 8 

12 12 

13 12 

14 13 

20 17 

24 20 

25 21 


Judd & Detweiler (Inc.), Printers, Washington, D. C.i February 26,1931. 















Court of Appeals of the District of Columbia 


No. 5346. 

The Finance and Investment Corporation, Appellant, 

I 

vs. 

David Burnet, Commissioner of Internal Revenue. 


1 Docket No. 32216. 

Finance & Investment Corp., Petitioner, 
vs. 

Commissioner of Internal Revenue, Respondent. 
Appearances: 

For Petitioner: W. C. Sullivan, Esq. 

For Respondent: J. D. Kiley, Esq. 

Docket Entries. 


1927. 

Nov. 9. Petition received and filed. Taxpayer notified. 
(Fee paid.) 

Nov. 10. Copy of petition served on General Counsel. 

1928. 

Jan. 9. Answer filed by General Counsel. 

Jan. 10. Copy of answer served on taxpayer—General 
Calendar. 

1929. | 

Aug. 7. Hearing set 10/21/29. 

Oct. 5. Motion for continuance filed by taxpayer. 10/9/29 
granted for hearing 12/16/29. 
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1929 
Dec. 12. 
Dec. 12. 
Dec. 12. 
Dec. 16. 

1930. 


Jan. 

3. 

Jan. 

13. 

Feb. 

13. 

Apr. 

22. 

Apr. 

23. 

Oct. 

22. 

Oct. 

22. 

Oct. 

22. 

Oct. 

22. 

Dec. 

4. 

Dec. 

4. 

2 

Dee. 

4. 

Dee. 

10. 

Dec. 

10. 

Dec. 

17. 

Dec. 

20. 


Subpoena issued to Clarence C. Weideman. 

Application for subpoena filed. 

Subpoena issued. 

Hearing held before ¥m. C. Lansdon, Division 8, 
on merits. Briefs due in 30 days. 

Transcript of hearing of Dee. 16, 1929 filed. 

Motion for extension of 30 days to file brief filed 
by taxpayer. 1/14/30 granted to 2/15/30. 

Brief filed by taxpayer. 

Opinion rendered—W. C. Lansdon, Div. 8. Deci¬ 
sion will be entered for respondent. 

Decision entered—Division 8. 

Stipulation to take appeal to Court of Appeals of 
D. C. instead of 4th Circuit filed. 

Supersedeas bond for $305.52 approved and or¬ 
dered filed. 

Petition for review to Court of Appeals of D. C. 
with assignments of error filed by taxpayer. 

Proof of service filed. 

Statement of evidence lodged. 

Notice of lodgment of statement of evidence with 
hearing notice Dec. 15, 1930 filed, proof of serv¬ 
ice thereon. 


Praecipe filed with proof of service thereon. 

Amended statement of evidence lodged. 

Amended praecipe filed with proof of service en¬ 
dorsed thereon. 

Agreed amended statement of evidence approved 
and ordered filed. 

Order enlarging time to Jan. 31, 1931 for trans¬ 
mission and delivery of record sur petition for 
review entered. 


Now, Jan. 8,1930, the foregoing Docket Entries certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

• Clerk JJ. S. Board of Tax Appeals. 
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[ 

3 Filed Nov. 9, 1927, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals 
Docket No. 32216. 

Finance and Investment Corporation, Petitioner, 
vs. j 

Commissioner of Internal Revenue, Respondent. 

Petition. \ 

The above named petitioner is a corporation duly or¬ 
ganized under the laws of the State of Delaware doing busi¬ 
ness at No. 927 15th Street, N. IV., Washington, D. C. 

By a sixty day letter from the respondent, dated Sept. 14, 
1927, a true and correct copy of which is appended hereto 
and made a part hereof (marked Exhibit A) Petitioner 
was notified of a proposed additional assessment of income 
taxes for the year 1925 in the sum of $152.76; from which 
proposed additional assessment the Petitioner appeals to 
this Board. 

Assignment of Errors. 

1. The respondent has erred in partially J rejecting the 
Petitioner’s return for the year 1925 by the disallowance 
as an expense, the sum of $1,175.06. 

Statement of Facts. 

The Petitioner deducted from income forlthe year 1925 
the sum of $1,175.06 w-ich represents an amount paid to 
holders of preferred stock in this corporation. 

Section 234 allows as deductions “all the; ordinary and 
necessary expenses paid or incurred during the taxable year 
in carrying on any trade or business”; also “all interest 
paid or accrued within the taxable year oil its indebted¬ 
ness”; and the dividends deducted being disallowed 

4 are only the ordinary and necessary] expenses paid 
and incurred during the taxable year in carrying on 

the taxpayer’s trade or business and are no more than 
interest paid or accrued within the taxable jyear on its in¬ 
debtedness, since the same represent only dividends upon 
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preferred stock which are mere indebtedness or obliga¬ 
tions of the taxpayer, inasmuch as preferred stockholders 
have no interest in the assets of the taxpayer or anything 
more than a preferred lien in advance of common stock¬ 
holders, particularly since such stock as appears upon the 
face of the stock certificates themselves, in terms, only 
entitles the holder to receive out of the net earnings of the 
Corporation a fixed, cumulative dividend at the rate of 8% 
per annum, payable quarterly, beginning March 31, 1925, 
before any dividend shall be set aside or paid on the com¬ 
mon stock; in case of liquidation or dissolution, the holder 
hereof shall be entitled to be paid in full, both the par 
value hereof and cumulative unpaid dividends hereon be¬ 
fore any amount shall be paid to common stockholders; the 
holder hereof shall not by reason hereof be entitled to vote 
at any meeting of the Corporation, or to participate in its 
earnings or profits beyond the said cumulative 8% dividend; 
preferred stock is redeemable in whole or in part at the 
election of the Corporation or of the stockholders upon 60 
days written notice prior to any dividend payment date on 
or after December 31, 1925; provided, redemption at the 
election of the Corporation shall be at par value plus 5% 
and accrued and unpaid dividends, and at the election of the 
stockholder shall be at 5% less than par, plus accrued and 
unpaid dividends; provided, further, that the Corpora¬ 
tion shall not be required to redeem more than 10% of the 
actually issued and outstanding preferred stock at any 
dividend payment date, and such redemption shall be in 
the order of application therefor.” 

The Petitioner prays for release from the defi- 

5 ciency asserted by the respondent in the following 
particular: (a) That the Board find and determine 

that the amount deducted $1,175.06 was a proper item to 
be deducted as expense of operation. Wherefore Peti¬ 
tioner prays that this Board may hear and redetermine the 
deficiency herein alleged. 

W. C. SULLIVAN, 

Counsel for Petitioner. 

District of Columbia: 

C. C. Weidemann, being first duly sworn, upon his oath 
deposes and says: That the Petitioner herein is a Corpora¬ 
tion of which he is an officer, to wit: its Secretary; that as 
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such he is authorized to execute this verification; that he 
has read the foregoing petition, is familiar with the facts 
therein contained, and that the same are true and correct 
according to his best knowledge and belief. \ 

C. C. WElDEMANN. 

Sworn and subscribed to before me this 9 day of No¬ 
vember, 1927. j 

JNO. F. LANIGAN, 
Notary Public for D. C. 

My commission expires Feb. 14, 1928'. 

6 (Copy.) 

Form NP-2. | 

Treasury Department, Washington. 

Office of Commissioner of Internal Revenue. 

IT :FAR :ALO. WEF-60D. 

September 14, 1927. 

Finance and Investment Corporation, I 

927 15th Street, N. W., j 

Washington, D. C. 

Sirs: 

The determination of your income tax liability for the 
year 1925, as set forth in office letter dated August 30,1927, 
pursuant to an examination of your books of account and 
records, disclosed a deficiency in tax of $152.76, as shown in 
the attached statement. ! 

In accordance with the provisions of Section 274 of the 
Revenue Act of 1926, you are allowed 60! days from the 
date of mailing of this letter within which (o file a petition 
for the redetermination of this deficiency, j Any such peti¬ 
tion must be addressed to the United States Board of Tax 
Appeals, Earle Building, Washington, D. C., and must be 
mailed in time to reach the Board within the 60-day period, 
not counting Sunday as the sixtieth day. 

Where a taxpayer has been given an opportunity to file 
a petition with the United States Board of Tax Appeals 
and has not done so within the 60 days prescribed and an 
assessment has been made, or where a taxpayer has filed 
a petition and an assessment in accordance with the final 
decision on such petition has been made, the unpaid amount 

2—5346a | 
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of the assessment must be paid upon notice and demand 
from the Collector of Internal Revenue. No claim for 
abatement can be entertained. 

If you acquiesce in this determination and do not desire 
to file a petition .with the United States Board of Tax 
Appeals, you are requested to execute a waiver of your 
right to file a petition with the United States Board of Tax 
Appeals on the inclosed Form A, and forward it to the 
Commissioner of Internal Revenue, Washington, D. C., for 
the attention of IT :FAR :ALO :WEF-60D. In the event 
that you acquiesce in a part of the determination, the waiver 
should be executed with respect to the items to which you 
agree. 

Respectfully, 

D. H. BLAIR, 

Commissioner, 
By C. R. NASH, 
Assistant to the Commissioner. 


Inclosures: Statement, Form A, Form 882. 


Form 7661—Revised Mar., 1926. 
Government Printing Office, 2—13281. 


i 


(Copy.) 


Statement. 


IT :FAR :ALO. WET-60D. 

Sept. 14, 1927. 

In re Finance and Investment Corporation, 927-15th Street 
N. W., Washington, D. C. 

Year, 1925; Deficiency in Tax, $152.76. 

Net income reported. $2,790.60 

Add: Dividends paid. 1,175.06 


Net income adjusted. $3,965.66 

Less: Exemption . 2,000.00 

Balance taxable at 13%. $1,965.66 


Tax at 13%. 255.54 

Previously assessed . 102.78 

Deficiency . $152.76 
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Dividends paid upon the stock of a corporation are held 
to be a distribution of profits and cannot bej deducted from 
gross income in determining net income. j 
Payment of the tax should not be made ufitil a bill is re¬ 
ceived from the Collector of Internal Revenue for your dis¬ 
trict, and remittance should then be made:to him. 

j 

Now, Jan. 8, 1931, the foregoing Petition certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk TJ. S. Board of [Tax Appeals. 

8 Piled Jan. 9,1928, U. S. Board of Tax Appeals. 

| 

United States Board of Tax Appeals. 

Docket No. 32216. 

Finance & Investment Corporation,; Petitioner, 


vs. 

Commissioner of Internal Revenue, Respondent. 

| 

Answer. 

The Commissioner of Internal Revenue by his attorney, 
C. M. Charest, General Counsel, Bureau df Internal Reve¬ 
nue, for answer to the petition of the above-named tax¬ 
payer, admits and denies as follows : 

(1) Admits the allegations contained in the paragraphs 
under the heading “Petition” on the first page of the 
petition. 

(2) Denies that the Commissioner erred in disallowing 
as a deduction the sum of $1,175.06. 

(3) Answering the allegations contained in the para¬ 
graphs of the petition under the heading “Statement of 
Facts”, admits that the petitioner deducted from income 
for the year 1925 the sum of $1,175.06 representing an 
amount paid to holders of preferred stock. Denies the re¬ 
maining allegations of fact under the above heading. 
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(4) Denies generally and specifically each and every 
allegation in taxpayer’s petition contained not hereinbe¬ 
fore admitted, qualified or denied. 

Wherefore it is praved that taxpaver’s appeal be denied. 

C. M. CHAREST, 

General Counsel, Bureau of Internal Revenue. 

Of Counsel: 

BRICE TOOLE, 

Special Attorney, 

Bureau of Internal Revenue. 

Now, Jan. 8, 1931, the foregoing Answer certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

9 19 B. T. A., —. 

United States Board of Tax Appeals. 

Docket No. 32216. 

The Finance and Investment Corporation, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Promulgated April 22, 1930. 

William C. Sullivan, Esq., for the petitioner. 

J. D. Kiley, Esq., for the respondent. 


Lansdon : The respondent has asserted a deficiency in in¬ 
come tax for the year 1925 in the amount of $152.76. The 
only error pleaded by petitioner is that respondent has im¬ 
properly disallowed as deductions from gross income cer¬ 
tain amounts paid in the taxable year as dividends on out¬ 
standing preferred stock. It is the theory of the petitioner, 
a Delaware corporation with its operating office in Wash¬ 
ington, D. C., that such payments were interest on indebted- 


9 


DAVID BURNET, COMMR. OF I N'T. REV] 

ness and that the owners of the preferred stock in question 
were its creditors and not stockholders. 

The petitioner’s certificate of incorporation contains the 
following: 

The total authorized capital stock of this corporation 
consists of Five Thousand (5,000) shares of common stock 
of the par value of Five Dollars ($5.00) per share, and 
Four Thousand (4,000) shares of preferred stock of the 
par value of Twenty-five Dollars ($25.00) per share. 

The corporation will commence business with Five Hun¬ 
dred shares of common stock of the par value of Five Dol¬ 
lars each. 

The preferred stock may be issued as and when the 
Board of Directors shall determine, and shall entitled the 
holders thereof to receive and the corporation shall be 
bound to pay out of the net earnings a dividend at the rate 
of eight (8%) per centum per annum, cumulative, payable 
in such instalments as the Board of Directors may pre¬ 
scribe, but before any dividend shall be set; apart or paid 
on the common stock; provided, however, that when- 
10 ever a dividend is paid on the preferred stock the 
Board of Directors shall have power in their discre¬ 
tion to declare and pay a dividend for a like period on the 
common stock, and in such amount as they)may deem ap¬ 
propriate. ; 

The holders of preferred stock shall not have any voting 
power whatsoever. I 

The holders of preferred stock shall, in Case of liquida¬ 
tion or dissolution of the corporation, before any amount 
shall be paid to the holders of the general j common stock, 
be entitled to be paid the par amount of their shares and 
the dividends accumulated and unpaid thereon, but shall 
not participate in any further distribution pf the assets of 
the company. | 

Any part of the whole of such preferred stock shall be 
subject to redemption, at the discretion of the Company 
or of the holders thereof, at par plus accrued interest and 
unpaid dividends, on the thirty-first day of December, 1925, 
or at any dividend day thereafter; provided, that the com¬ 
pany may be its Board of Directors limit] the percentage 
which may be redeemed at the discretion' of the holders 
thereof at any one time, may prescribe a bonus to be paid 
upon redemption made at the discretion of the company 
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and a discount to be deducted upon redemption made at the 
discretion of the holders, and may also prescribe a specified 
notice to be given either by the company or by the holders, 
or by both, as a condition to the exercise of the right of 
redemption. 

Without action by the stockholders, the shares of stock, 
common and preferred, as now authorized and as the same 
may hereafter be increased, may be issued by the corpora¬ 
tion from time to time for such consideration as may be 
fixed from time to time by the Board of Directors thereof, 
without right or obligation or apportionment of any kind, 
and any and all such shares so issued, the full considera¬ 
tion for which! has been paid or delivered, shall be deemed 
full paid stock and not liable to any further call or assess¬ 
ment thereon, and the holders of such shares shall not be 
liable for any further payment thereon. 

The preferred stock certificates in question were, in form, 
as follows: 

No. —. Shares: —. 

The Finance and Investment Corporation. 

Incorporated under the Laws of the State of Delaware. 

This certifies that-is the owner of — shares of 

the Preferred Capital Stock of the Finance and Invest¬ 
ment Corporation of the par value of $25 each upon the 
terms and conditions following: 

Transferable only on the books of the Corporation by the 
holder hereof in person or by attorney upon surrender of 
this certificate, properly endorsed; the holder hereof shall 
be entitled to receive out of the net earnings of the 
11 Corporation a fixed, cumulative dividend at the rate 
of 8% per annum, payable quarterly beginning 
March 31, 1925, before any dividend shall be set apart or 
paid on the common stock; in case of liquidation or dissolu¬ 
tion, the holder hereof shall be entitled to be paid in full, 
both the par value hereof and the cumulative unpaid divi¬ 
dend hereof, before any amount shall be paid to common 
stockholders; the holder hereof shall not by reason hereof 
be entitled to vote at any meeting of the Corporation, or 
to participate in its earnings or profits beyond the said 
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cumulative 8% dividend; preferred stock isjredeemable in 
whole or in part at the election of the Corporation or of 
the stockholders upon 60 days’ written notice prior to any 
dividend payment date on or after December 31,1925; pro¬ 
vided, redemption at the election of the Corporation shall 
be at par value plus 5% and accrued and unpaid dividends, 
and at the election of the stockholder shallj be at 5% less 
than par, plus accrued and unpaid dividends; provided, 
further, that the Corporation shall not be required to re¬ 
deem more than 10% of the actually issued E(nd outstanding 
preferred stock at any one dividend payment date, and such 
redemption shall be in the order of application therefor. 

In witness whereof this Corporation has caused its name 
to be signed and its corporate seal to be affixed hereto by 
its duly authorized officers this — day of ——, A. D. 19—. 

—j > 

| President. 

J 

Secretary. 

Full paid. Non-assessable. ; 

Capital Stock. 

Preferred, 4,000 shares, par value $25.00 each. 

Common, 5,000 shares, par value $5.00 Cach. 

$25.00. | 

The question here raised has been decided by this Board 
in several proceedings. It will be noted that both the Cer¬ 
tificate of Incorporation and the recital orj contract on the 
face of the preferred stock certificate expressly provide 
that dividends on such stock are payable ohly from the net 
fearning's of the petitioner. Clearly, the amounts paid in 
for preferred stock are at risk in the business and are a 
part of the capital of the petitioner. Kentucky River Coal 
Corp., 3 B. T. A. 644; Leasehold Realty Co.; 3 B. T. A. 1129. 

Decision will be entered for the respondent. 

Now, Jan. 8, 1931, the foregoing Opinion certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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12 United States Board of Tax Appeals, Washington. 

Docket No. 32216. 

The Finance and Investment Cobp., Petitioner, 
vs. 

Commissioner of Internal Revenue, Respondent. 
Decision. 

Pursuant to the Board’s findings of fact and opinion, 
promulgated April 22,1930, it is 
Ordered and decided: That there is a deficiency of $152.76 
for the year 1925. 

(Signed) W. C. LANSDON, 

Member U. S. Board of Tax Appeals. 

Entered Apr. 23, 1930. 

Now, Jan. 8, 1931, the foregoing Decision certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

13 United States Board of Tax Appeals. Filed Oct. 

22, 1930. 

United States Board of Tax Appeals. 

Docket No. 32216. 

The Finance and Investment Corporation, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 
Stipulation. 

It is hereby stipulated and agreed by and between Wil¬ 
liam C. Sullivan, Attorney for Petitioner, and C. M. 
Charest, General Counsel, Bureau of Internal Revenue, that 
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proceedings for review of the decision of thje United States 
Board of Tax Appeals in the above entitled matter may be 
taken and had in the Court of Appeals of! the District of 
Columbia instead of in the Circuit Court Jof Appeals for 
the Fourth Circuit, in which Circuit is located the office 
of the collector to whom the petitioner, a corporation with 
its principal place of business in the District of Columbia, 
made its return, said jurisdiction being conferred upon the 
Court of Appeals of the District of Columbia by Section 
1002 {d ) of the Revenue Act of 1926. 

WILLIAM C. SULLIVAN, 

Attorney for Petitioner. 

C. M. CHAREST, 1 
F, 

General Counsel, Bureau of Internal Revenue. 

Now, Jan. 8,1931, the foregoing Stipulation certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

14 Filed Oct. 22, 1930, U. S. Board of Tax Appeals. 

Court of Appeals of the District of Columbia, October 
Term, 1930. 

No. —. 

The Finance and Investment Corporation, Petitioner, 

vs. 

David Burnet, Commissioner of Internal Revenue, 
Respondent. 

Petition for Review of Decision of United, States Board of 
Tax Appeals. 

To the Honorable Judges of said Court: 

Now comes The Finance and Investment Corporation, 
the petitioner herein, by its attorney, ;and respectfully 
shows the Court: 

1. Petitioner is a corporation organized and existing 
under the laws of the State of Delaware, doing business in 
the City of Washington, in the District of Columbia. 
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2. On April 22, 1930, tlie United States Board of Tax 
Appeals in a proceeding before said Board entitled “The 
Finance and Investment Corporation, Petitioner, vs. Com¬ 
missioner of Internal Revenue, Respondent, Docket No. 

32,216,”: promulgated its decision in favor of the re- 

15 spondent, and on the 23rd day of April, 1930, ren¬ 
dered its final decision holding that petitioner was 

liable for a deficiency in income tax for the year 1925 in 
the sum of One Hundred and Fifty-Two Dollars and 
Seventy-Six Cents ($152.76). 

3. Your petitioner, feeling itself aggrieved by the said 
decision and final order rendered as aforesaid, herewith 
petitions this Court for a review of the said decision of 
the United States Board of Tax Appeals under the laws of 
the United States in such cases made and provided. 

4. Pursuant to Section 1002(d) of the Revenue Act of 
1926, the petitioner and the Commissioner of Internal Reve¬ 
nue by their respective attorneys have agreed by a stipula¬ 
tion heretofore filed with said Board of Tax Appeals that 
its decision may be reviewed by the Court of Appeals of 
the District of Columbia. 

5. The nature of the controversy briefly is whether or 
not certain moneys paid by the petitioner to the holders of 
its so-called preferred stock during the year 1925 were in 
reality dividends as claimed by the respondent, or either 
interest or ordinary and necessary expenses paid or in¬ 
curred during the taxable year in carrying on the business, 
as claimed by the petitioner. This question arises upon 
the language of the preferred stock certificates issued by 
the petitioner to the holders thereof by which the holder is 
declared to be the owner of a certain number of shares of 
the preferred capital stock of the petitioner of a specified 
par value, upon certain specific terms and conditions, in¬ 
cluding the following: that the holder is entitled to 

16 receive out of the net earnings a fixed cumulative 
dividend at the rate of eight (8%) per cent per an¬ 
num, payable quarterly, before any dividend shall be set 
apart or paid on the common stock; that in case of liquida¬ 
tion or dissolution the holder shall be entitled to be paid 
in full, both the par value and the cumulative unpaid divi¬ 
dends, before any amount shall be paid to common stock 
holders; that the holder is not entitled to vote at any meet¬ 
ing of the corporation or to participate in its earnings or 
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profits beyond the cumulative eight (8%J) per cent divi¬ 
dend; that the stock is redeemable in whole or in part at 
the election of the petitioner, or of the hqlder, upon sixty 
(60) days written notice prior to a dividefid payment date, 
provided redemption at the election of the petitioner shall 
be at par value plus five (5%) per cent amR accrued unpaid 
dividends, while redemption at the election of the holder 
shall be at five (5%) per cent less than joar plus accrued 
and unpaid dividends and subject to the further provisos 
that the petitioner shall not be required [to redeem more 
than ten (10%) per cent of the actually issued and out¬ 
standing preferred stock at any one dividend payment date 
and such redemption shall be in the order of application 
therefor. The petitioner deducted the mdneys in question 
from its gross income for the taxable yeah 1925. Respond¬ 
ent disallowed the deduction and the Board of Tax Appeals 
sustained him in making such disallowance. 

6. Petitioner assigns the following as the errors com¬ 
mitted by the Board of Tax Appeals in sustaining the ac¬ 
tion of the respondent as aforesaid, namely: 

17 1. In holding that the moneys p^id to the holders 

of petitioner’s so-called preferred stock were not 
either interest or ordinary and necessary expenses paid or 
incurred in carrying on business. 

2. In holding that the moneys paid to the holders of pe¬ 
titioner’s so-called preferred stock werg not deductible 
from its gross income. 

3. In holding that petitioner is liable j for a deficiency 
tax of One Hundred and Fifty-Two Dollars and Seventy- 
Six Cents ($152.76) for the year 1925. 

4. In other matters apparent on the face of the record. 

Wherefore, the premises considered, yqur petitioner re¬ 
spectfully prays: 

1. That this application for the revieW of the said de¬ 
cision of the United States Board of Tax Appeals be 
granted. 

2. That this Court reverse the decision bf the said Board 
of Tax Appeals with directions to said I|oard to find that 
petitioner was entitled to deduct the said moneys herein¬ 
before referred to from it- said gross income for the year 
1925 and that petitioner is not liable for the alleged de¬ 
ficiency tax of One Hundred and Fifty-Two Dollars and 
Seventy-Six Cents ($152.76). 
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18 3. And tliat petitioner may have such other and 
further relief as to the Court may seem meet and 

proper. 

THE FINANCE AND INVESTMENT 
CORPORATION, 

By W. C. SULLIVAN, 

Attorney. 

District of Columbia, ss: 

I, William C. Sullivan, on oath say that I am the attor¬ 
ney of and agent for The Finance and Investment Corpora¬ 
tion and make this affidavit in my said capacity; that I 
have read the foregoing and annexed petition by me sub¬ 
scribed and I know the contents thereof; that the matters 
and things therein set forth as of personal knowledge are 
true and those set forth upon information and belief, I 
believe to be true. 

WILLIAM C. SULLIVAN. 

Subscribed and sworn to before me this 20th dav of 
October, A. D. 1930. 

[Seal of William F. McDonnell, Notary Public, 
District of Columbia.] 

william f. McDonnell, 

Notary Public in and for the District of Columbia. 

19 United States Board of Tax Appeals. Filed Oct. 22, 

1930. 

United States Board of Tax Appeals. 

Docket No. 32216. 

The Finance and Investment Corporation, Petitioner, 

vs. 

David Burnet, Commissioner of Internal Revenue, 
Respondent. 

C. M. Charest, Esq., 

General Counsel, Bureau of Internal Revenue, 
Attorney for Respondent. 

Sir: 

Please take notice that on the 22nd day of October, A. D. 
1930, the undersigned will present to the Board of Tax 


DAVID BURNET, COMMR. OF INT. REV. 


17 


Appeals and file with the Clerk thereof,; the petition of 
The Finance and Investment Corporation, copy of which 
is annexed hereto, for the review by the Court of Appeals 
of the District of Columbia, of the final order and decision 
of the said Board in the above entitled proceeding entered 
upon the records of the said Board on the 23rd day of 
April, A. D. 1930. 

Dated Washington, D. C., October 22nd, 1930. 

W. C. SULLIVAN, 


Attorney for The Finance and Investment 
Corporation, 927 15 th St. N. W., Wash¬ 
ington, D. C. 


Service of copy of the above notice and of the Petition 
for Review acknowledged this 22nd day qf October, A. D. 
1930. 

C. M. CHAREST, 

F., 

General Counsel, Bureau of Internal Revenue. 

| 

Now, Jan. 8, 1931, the foregoing Petition for Review & 
notice of filing certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. & AMBLE, 

Clerk U. S. Board of Tax Appeals. 

20 Filed Dee. 17, 1930, U. S. Board olf Tax Appeals. 

Court of Appeals of the District of Columbia, October 
Term. 

No. —. Docket No. 32216. 


The Finance and Investment Corporation, Petitioner, 

vs. 


David Burnet, Commissioner of Internal Revenue, 
Respondent. 

i 

Amended Statement of Evidence. 

Be it remembered that the above-entitled cause came on 
for hearing on the 16th day of December, A. D. 1929, before 
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■the United States Board of Tax Appeals (Honorable W. C. 
Lansdon, Member of the Board, sitting as a Division of 
the Board for that purpose), William C. Sullivan, Esquire, 
appearing for the petitioner, and J. D. Kiley, Esquire, ap¬ 
pearing for the respondent. 

And thereupon, to maintain the issues on its part joined, 
the petitioner offered evidence tending to show that the 
amount of its preferred stock outstanding on December 
31, 1924, was 285 shares at $25.00 per share, or $7,125; that 
the amount of its preferred stock issued during the calen¬ 
dar year 1925 was 737 shares at $25 per share, or $18,425; 
that by the terms of the preferred stock certificates none 
of the preferred stock was redeemable and none was re¬ 
deemed before December 31, 1925; that the amount 
21 of dividends paid in the calendar year 1925 was as 
follows: for the quarter ending March 31st, $235.20, 
for the quarter ending June 30th, $219.08, for the quarter 
ending September 30th, $266.58, and for the quarter end¬ 
ing December 31st, $453.24, or a total of $1,174.10, and in 
addition thereto 96 cents was paid on December 31st as 
interest on a preferred stock subscription contract, making 
the total amount of the deduction claimed $1,175.06. 

And thereupon, further to maintain the issues on its part 
joined, the petitioner offered in evidence one of its pre¬ 
ferred stock certificates issued in the year 1925, which, how¬ 
ever, it is unnecessary to set out in this statement of evi¬ 
dence, as the same is fully set forth in the opinion of the 
United States Board of Tax Appeals, and as there set forth 
is by this reference incorporated herein and made a part of 
this statement of evidence as fully as if set out herein. 

And thereupon, further to maintain the issues on its part 
joined, the petitioner offered in evidence a copy of its cer¬ 
tificate of incorporation, which, however, it is unnecessary 
to set out in this statement of evidence, since so much of 
the same as is material to the said issues is set forth in the 
opinion of the United States Board of Tax Appeals, except 
for two clerical errors therein, namely: in the sixth para¬ 
graph of the quotation from the said certificate as set out 
in the said opinion the clause “any part of the whole of 
such preferred stock shall be subject to redemption” should 
be “any part or the whole of such preferred stock shall be 
subject to redemption”, and in the seventh paragraph of 
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the excerpt set out in said opinion, the phrase “with- 

22 out right or obligation or apportionment of any 
kind” should read “without right jor obligation of 

apportionment of any kind,” and as so jset forth by the 
Board and as above corrected is by this reference incorpo¬ 
rated herein and made a part of this statement of evidence 
as fully as if set forth herein. 

And thereupon, the petitioner rested. 

And thereupon, the respondent to maintain the issues on 
its part joined, called as a witness Clarence H. Bowen, who 
testified that he was then Secretary and Assistant Treas¬ 
urer of the petitioner and had custody of its records, which 
he produced, and upon examining same stated that the pro¬ 
cedure of the petitioner as a matter of bookkeeping in pay¬ 
ing a dividend is to charge the undivided profits account 
with the amount of the dividends and to set up as a credit 
on the books a like amount to dividends payable. At the 
time the dividend is actually paid there is an entry made 
crediting cash with the full sum of the dividends and debit¬ 
ing the dividends payable account with the same, which 
closes that account. The dividends were not recorded in 
the books as interest but were handled through the divi¬ 
dends payable account, and that the books are on the cash 
receipts and not on the accrual basis. 

And thereupon the respondent rested. 

23 The foregoing Amended Statement of Evidence is 
agreed to. 

C. M. CHAREST, 

F. | 

Approved and ordered filed this 17th day of Dec., 1930. 
(S.) LOGAN MORRIS, 

Member. 

Now, Jan. 8, 1931, the foregoing Amefided Statement of 
Evidence certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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24 United States Board of Tax Appeals. Filed Dec. 10, 

1930. 

United States Board of Tax Appeals. 

Docket No. 32216. 

The Finance and Investment Corporation, Petitioner, 


vs. 

Commissioner op Internal Revenue, Respondent. 

Amended Designation of Record. 

The petitioner designates to constitute the record upon 
its appeal in the above entitled cause, the following: 

1. The docket entries of proceedings before the Board. 

2. Pleadings before the Board. 

3. Findings of fact, opinion and decision of the Board. 
[Note on margin: No Findings of Fact. B. D. G.] 

4. Petition for review. 

5. The amended statement of evidence as agreed upon. 

6. Stipulation, under paragraph ( d ), section 1002 of the 
Revenue Act of 1926, that the review shall be by the Court 
of Appeals of the District of Columbia. 

7. This designation. 

W. C. SULLIVAN, 
Attorney for Petitioner. 

Service of a copy of the foregoing designation of record 
is hereby acknowledged this 10th day of December, 1930. 

C. M. CHAREST, 

General Counsel, Bureau of Internal Revenue. 

Now, Jan. 8, 1931, the foregoing Praecipe certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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25 United States Board of Tax Appeals. 

Docket No. 32216. 

The Finance & Investment Corp., Petitioner, 
vs. 

Commissioner, of Internal Revenue, Respondent. 

Order Enlarging Time. 

For cause appearing of record, it is 
Ordered: That the time for transmission!and delivery of 
the record sur petition for review of the above entitled pro¬ 
ceeding in the Court of Appeals for the District of Colum¬ 
bia, be and it is hereby extended to Januarv 31, 1931. 
(Signed) ‘ LOGAN MORRIS, 

Member. 

Dated Washington, D. C., Dee. 20, 1930. 

A true copy. Teste: 

B. D. GAMBLE, 

Clerk. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

Endorsed on cover: Board of Tax Appeals. No. 5346. 
The Finance and Investment Corporation, appellant, vs. 
David Burnet, Commissioner of Internal Revenue. Court 
of Appeals, District of Columbia. Filcc| Jan. 27, 1931. 
Henry W. Hodges, Clerk. 
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The Finance and Investment Corporation, 

Appellant, 
vs. 

David Burnet, Commissioner of Internal Revenue, 

Appellee. 


BRIEF FOR APPELLANT. 


STATEMENT OF FACTS. 

This is an appeal from a decision of thje United 
States Board of Tax Appeals promulgated April 22, 
1930, ordering and deciding that there is a deficiency 
in appellant’s tax of $152.76 for the year 1925. Like 
deficiency assessments for subsequent years are pend¬ 
ing before the Board of Tax Appeals, but in larger 
amounts. This is therefore a test case. 

On September 14, 1927, the Commissioner of In- 
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ternal Revenue notified the appellant by 60 day letter 
of his determination of a deficiency in appellant’s 
tax for the year 1925 of $152.76, said alleged defi¬ 
ciency being due to the disallowance of the sum of 
$1,175.06 as a deduction by appellant. (Rec. pp. 5-6.) 
This amount so disallowed represented the amount 
paid by appellant during the year 1925 to the holders 
of its so-called preferred stock. The appellant filed 
its petition with the Board of Tax Appeals on No¬ 
vember 9, 1927, seeking a redetermination of the al¬ 
leged deficiency. (Rec. pp. 3-7.) The Commissioner 
filed his answer to the petition (Rec. pp. 7-8) and the 
matter came on for hearing before the Board of Tax 
Appeals (Honorable W. C. Lansdon, Member of the 
Board, sitting as a Division of the Board for that 
purpose) on December 16, 1929. 

The evidence offered by appellant showed that at 
the beginning of the year 1925 it had outstanding 285 
shares df preferred stock at $25 per share and during 
the year 1925 the amount of its preferred stock issued 
was 737 shares at $25 per share; that by the terms 
of the preferred stock certificates none of the pre¬ 
ferred stock was redeemable and none was redeemed 
before December 31, 1925, and that during the year 
1925 it paid as dividends on its preferred stock a 
total sum of $1,174.10, and the sum of 96 cents as 
interest 1 on a preferred stock subscription contract, 
making the total amount of the deduction claimed 
$1,175.06. (Rec. pp. 17-18.) Appellant also offered 
in evidence one of its preferred stock certificates is¬ 
sued in the year 1925, which is set out at large in the 
opinion of the Board (Rec. pp. 10-11), and a copy 
of its certificate of incorporation, the material pro¬ 
visions 1 thereof being set forth in the Board’s opin- 
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ion. (Rec. pp. 9-10.) The Commissioner called as 
a witness the appellant’s Secretary and Assistant 
Treasurer who testified regarding appellant’s book¬ 
keeping methods respecting so-called dividends on the 
preferred stock. (Ree. p. 19.) 

On April 22, 1930, the Board promulgated 1 its opin¬ 
ion (Ree. pp. 8-11) and on April 23, 1930, entered its 
decision, pursuant to that opinion, deciding that there 
was a deficiency of $152.76. (Rec. p. 12.) Ejrom that 
decision, this appeal is taken. Appellant in its peti¬ 
tion for review assigned the following 

ASSIGNMENT OF ERRORS, i 

1. In holding that the moneys paid to the holders of 
appellant’s so-called preferred stock were hot either 
interest or ordinary and necessary expenses paid or 
incurred in carrying on business. 

2. In holding that the moneys paid to the holders 
of appellant’s so-called preferred stock were not de¬ 
ductible from its gross income. 

3. In holding that appellant is liable for a defi¬ 
ciency tax of One Hundred and Fifty-two Dollars and 
Seventy-Six Cents ($152.76) for the year j 1925. 

4. In other matters apparent on the face of the 
record. 


ARGUMENT. 

The real and only question here involved is, 
whether payments made by appellant as dividends on 
preferred stock are in reality, as claimed by the ap¬ 
pellee, dividends, or, as claimed by appellant, either 
interest or ordinary and necessary expenses paid or 
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incurred during the taxable year in carrying on its 
business. 

Section 234 of the Revenue Act of 1926 provides: 

(a) In computing the net income of a corpo¬ 
ration subject to the tax imposed by section 230 
there: shall be allowed as deductions: 

(1) All the ordinary and necessary expenses 
paid lor incurred during the taxable year in car¬ 
rying on any trade or business, * * *. 

(2) All interest paid or accrued within the tax¬ 
able year on its indebtedness, * * *. 

The question arises upon the language of the pre¬ 
ferred stock certificates, form of which appears in the 
opinion of the Board. (Rec. pp. 10-11.) Reference 
thereto discloses that the holder of the certificate is 
the owner of a certain number of shares of the pre¬ 
ferred capital stock of the petitioner of a specified 
par value upon certain specific terms and conditions, 
including the following: that the holder is entitled 
to receive out of the net earnings a fixed cumulative 
dividend at the rate of eight (8%) per cent per an¬ 
num, payable quarterly, before any dividend shall be 
set apart or paid on the common stock; that in ease 
of liquidation or dissolution the holder shall be en¬ 
titled to be paid in full, both the par value and the 
cumulative unpaid dividends, before any amount shall 
be paid to the common stockholders; that the holder 
is not entitled to vote at any meeting of the corpora¬ 
tion or to participate in its earnings or profits be¬ 
yond the cumulative eight (8%) per cent dividend; 
that the stock is redeemable in whole or in part at 
the election of the appellant, or of the holder, upon 
sixty (60) days written notice prior to a dividend 
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payment date, provided redemption at the election 
of the appellant shall be at par value plus five (5%) 
per cent and accrued unpaid dividends, while the 
redemption at the election of the holder shall be at 
five (5%) per cent less than par plus accrued and 
unpaid dividends and subject to the further provi¬ 
sion that appellant shall not be required to redeem 
mere than ten (10%) per cent of the actually issued 
and outstanding preferred stock at any one dividend 
payment date and such redemption shall be in the 
order of application therefor. 

Certainly, this instrument is not a stock Certificate 
in any ordinary sense of the term. The person who 
invests his money therein is not committing it indefi¬ 
nitely to the uses of appellant, he is not in a posi¬ 
tion where should he desire or need his money back 
he must find someone willing to purchase his certifi¬ 
cate on whatever terms such purchaser yvill make 
with him, but instead on sixty (60) days notice in 
advance of any one of the four quarterly! dividend 
payment dates he may get back ninety-five (95%) 
per cent of his money with eight (8%) per cent in¬ 
terest thereon during the whole time of his invest¬ 
ment, subject only to the condition that not more than 
ten (10%) per cent of the total of such Certificates 
may be redeemed at any one dividend payment date. 

It would certainly seem that the holder 1 of such a 
document is not a stockholder in any seqse which 
would make the eight (8%) per cent pajyments to 
him dividends. It certainly seems that such pay¬ 
ments are, under Section 234, not only am ordinary 
and necessary expense paid or incurred during the 
taxable year in carrying on appellant’s business, but 
also interest paid within the taxable year on appel- 
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lant’s indebtedness, for obviously tbe bolder of sueb 
a certificate is no more than a creditor of the ap¬ 
pellant. 

Suppose, instead of an instrument in the form of 
a preferred stock certificate, the appellant had issued 
promissory notes payable sixty days after demand, 
or sixty days after notice by the appellant, reciting 
therein, as do these certificates, that they were trans¬ 
ferable only on the books of the corporation, that 
the holder was entitled to eight (8%) per cent cumu¬ 
lative interest payable quarterly, and that either the 
maker or the payee could effect payment on the 
terms and conditions which are actually set out in 
these certificates, such instrument would certainly be 
a promissory note and the holders thereof mere 
creditors. True, they would be non-negotiable prom¬ 
issory notes, just as the actual certificates are them¬ 
selves Uon-negotiable instruments, but the holders 
and owners thereof would be none the less creditors 
and the payments made to them would certainly be 
interest. The substance of the two situations is 
identically the same, whether the instrument be in the 
form of a stock certificate or in the form of a prom¬ 
issory note. 

The proposition that, whether a given instrument 
in form a preferred stock certificate is a certificate 
for preferred stock in fact and in law, or is in reality 
merely evidence of a loan to the issuer, or an indebt¬ 
edness owing by it, must be determined on the facts of 
the individual case is elementary. See Jones Syndicate 
v. Commissioner of Internal Revenue, 23 Fed. (2d) 
833, citing cases which the Circuit Court of Appeals 
for the Seventh Circuit declares maintain the proposi¬ 
tion that one who holds a preferred stock certificate to 
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evidence his transaction with the company may be 
in fact a creditor and not a stockholder. 

“Preferred stock, so-called, may be issued in 
such a way and under such terms as to make 
the transaction strictly a borrowing or raising of 
money and the certificates thereof merely evi¬ 
dences of the indebtedness, in which case the 
holders of the stock will become creditors of the 
corporation like bondholders, and not stock¬ 
holders.” 14 C. J. 416-17. ! 

“It is sometimes a question of doubt whether 
holders of so-called preferred stock are in fact 
stockholders or creditors. In such a case the 
legal intention, as ascertained from a view of the 
whole transaction, governs.” 14 C. J. 417. 

“If by the terms of their contract they are 
deprived of the rights and exempted from the 
liabilities of stockholders, and are expressly given 
the rights of creditors, by being secured fir other¬ 
wise, the transaction is generally to be construed 
as a loan or contract to pay money, and the cer¬ 
tificate holders are creditors and not stock¬ 
holders.” 14 C. J. 417. j 

In Burt v. Rattle, 31 Ohio State 116, 130, the pur¬ 
chasers of “preferred stock” so-called, werb secured 
by a bond and mortgage, and the Court, in determin¬ 
ing their status, said: 

“To call a thing by a wrong name j does not 
change its nature. A mortgage creditor, al¬ 
though denominated a ‘preferred stockholder’ is 
a mortgage creditor nevertheless; and interest is 
not changed into a ‘dividend’ by calling; it a divi¬ 
dend. Nothing is more common in the! construc¬ 
tion of statutes and contracts than for the Court 
to correct such self-evident misnomers by sup¬ 
plying the proper words. To use the; language 
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of the Court in Corcoran v. Powers, 6 Oh. St. 19, 
‘the question in such cases is not what did the 
parties call it, but what do the facts and circum¬ 
stances require the Court to call it.’ ” 

In Savannah Co. v. Silverberg, 108 Ga. 281, 287, 
the holder was given the right to have his stock re¬ 
deemed on sixty days notice. The Court held it to be 
“a contract under which one party was to receive the 
money for use in its business and return the same in 
any eveht at a designated time, and earlier if de¬ 
sired (upon expiration of the sixty days notice).” 

In Cook v. Equitable Building and Loan Associa¬ 
tion, 104 Ga. 814, 828, which was followed in the 
Savannah ease, the Court held that a stock certifi¬ 
cate giving the right of redemption such as we have 
here constitutes the holder of it a creditor, and the 
so-called dividends in reality only interest, saying: 

“The purchaser has the right, after 90 days 
notice, to receive back the money paid for the 
stock, and the association has a like privilege, 
upon six months notice, of refunding to the pur¬ 
chaser the money paid therefor, and taking up 
the stock. The holder of this stock has really 
no interest in the profits or losses of the business 
of the association. * * * We cannot possibly 
distinguish this from any other case of borrow¬ 
ing and lending money. It is just as if the asso¬ 
ciation had obtained money on its note or bond 
due upon 90 days after demand, with interest. 
It matters not what name is given to its obliga¬ 
tion, whether stock, note, or bond; the nature of 
the transaction, whether it be a pure borrowing 
of money or not, is determined by the real sub¬ 
stance and effect of the contract between the 
parties.” 


The case of Wright v. Johnston, 183 Iowa 807, 
holds that the term “certificate of stock” as applied 
to a corporate instrument which contains conditions 
which tend to impair the corporate capital j available 
for the satisfaction of creditors, is a misnomer. Such 
instrument is not a “certificate of stock” in any 
legal sense—it is simply an evidence of a debt owing 
by the corporation. The so-called “preferred stock” 
in that ease provided: 

1. That, before any dividends were paid on common 
stock, the “preferred stock” should receive, out of 
the net profits 8 per cent cumulative dividends, pay¬ 
able semi-annually. This 8 per cent was the limit on 
right to receive dividends. 

2. That the holder of “preferred stock” in case of 
dissolution should receive, out of the assets of the 
corporation, and before the common stock received 
anything, par value of stock, plus unpaid dividends. 
All remaining assets belonged to the commoii stock. 

3. That the “preferred stock” might be purchased 
by the corporation, on three months’ notice, by pay¬ 
ing par, plus unpaid dividends. 

4. That the “preferred stock” must be purchased 
by the corporation after six months’ notice, or in case 
four successive dividends were passed, by paying par, 
plus unpaid dividends. 

5. That the holders of “preferred stock”!possessed 
no corporate vote. 

The Court held that this so-called “preferred 
stock” was not stock at all—was merely ah evidence 
of a corporate debt. The Court said in its opinion: 

“Ordinarily, stock is said to be preferred when 
it is entitled to dividends from the earnings or 
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income of the corporation before any other divi¬ 
dends are paid. But such other conditions may 
be included as may be agreed upon, short of mak¬ 
ing the certificates something other than certifi¬ 
cates of stock—and that is precisely what has 
been accomplished by this corporation. The des¬ 
ignation of stoek as preferred does not make it 
such, nor define the rights of the holder there¬ 
under. As remarked in Heller, Hirsch & Co. v. 
Natl. Marine Bank, 89 Md. 602: 

“ ‘Courts are not influenced by mere names. 
They look beyond these, and give to the sub¬ 
ject dealt with the character—the status—which 
its properties denote it possesses. The quali¬ 
ties and properties of a thing are its essentials 
—they define and mark what it is—the name is 
purely accidental—it is no part of the thing 
named. If, then, the thing which the statute 
contemplates possesses the characteristics and 
qualities of preferred stock —and possesses 
none other —it is preferred stock; but, if, on 
other hand, it possesses characteristics and 
qualities that are entirely foreign to preferred 
stock, as strictly defined, and that are descrip¬ 
tive of something else, then the thing is ob¬ 
viously either not ordinary preferred stock, or 
not preferred stock at all, even though it be 
called preferred stock, and have, in addition 
to its own qualities, some of the characteristics 
that do pertain to preferred stock.’ ” 

The Court also quoted, as follows, from the ease 
of Hamlin v. Toledo, St. L. & K. C. R. Co., 36 L. R. 
A. 826, 78 Fed. 664 (C. C. A., 6th Cir.): 

“There is a wide difference between the rela¬ 
tion of a creditor and a stockholder to corporate 
property. One cannot well be a creditor, as re- 
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speets creditors proper, and a stockholder by 
virtue of a certificate evidencing his contribution 
to the capital of the corporation. Stock is cap¬ 
ital, and a stock certificate but evidences that the 
holder has ventured his means as a part of the 
capital. It is a fixed characteristic of capital 
stock that no part of it can be withdrawn for 
the purpose of repaying the principal of the 
capital stock until the debts of the corporation 
are paid. These principles are elementary.” 

The Court also said: 

“Not only is the corporation permitted to re¬ 
pay them the par value of their shares plus un¬ 
paid dividends on three months notice, but they 
may be compelled to do so, in the option of the 
shareholders. * * * The attitude of the pre¬ 

ferred shareholder on these conditions is that 
of a creditor.” 

The Supreme Court of Oklahoma in Best v. Okla¬ 
homa Mill Company, et al, 253 Pac. 1005, said: 

! 

“Whether plaintiff is a stockholder or a cred¬ 
itor of the corporation depends upon the peculiar 
facts of this case, and, since we find no case in¬ 
volving the identical facts, the adjudication here¬ 
in must depend upon the application of estab¬ 
lished general principles. Preferred stock is 
merely a particular class of capital stock, being 
differentiated from the ordinary stcick as en¬ 
dowed with some peculiar quality, but, as against 
creditors, a holder of preferred stqck cannot 
reach corporate assets, (cits.) One of the char¬ 
acteristics of capital stock is that no part of the 
property of a corporation shall go to reimburse 
the principal of capital stock until all debts of 
the corporation have been paid. A preferred 
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stockholder signifies his desire and purpose to 
participate in the venture of carrying on the 
business for which the company was incorpo¬ 
rated, and his willingness to share in the profits 
and losses of the enterprise.” 

In Williams v. Parker et al, 136 Mass. 204, a cor¬ 
poration was authorized by statute to issue preferred 
stock, not to exceed a certain number of shares, giv¬ 
ing its guaranty that each share of such stock should 
receive semi-annual dividends of a certain number 
of dollars on each share. The statute further pro¬ 
vided that such stock should not be issued until the 
corporation had received a certain sum for each 
share; that the stock might be exchanged for com¬ 
mon stock, but not within a stated time preceding 
the making of a dividend; and that upon the dis¬ 
solution or termination of the corporation, the hold¬ 
ers of preferred stock were entitled to be paid in full 
next after the payment of debts, and before any pay¬ 
ments to the holders of the common stock. The ques¬ 
tion for the Court to decide in the ease was—whether 
the guaranty that each share of the preferred stoek 
“shall receive semi-annual dividends of four dollars 
on each share” was an absolute guaranty, or condi¬ 
tional upon the earning of sufficient profits by the 
corporation. The Court held that the guaranty of 
dividends on the preferred stock was an absolute one, 
and not conditional, saying: 

“The preferred stock authorized by this stat¬ 
ute has some of the characteristics of stock, and 
some of the characteristics of a debt of the cor¬ 
poration ; the corporation is authorized to guar¬ 
antee a fixed semi-annual dividend upon the pre¬ 
ferred stock, which is all the dividend that can 
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under any circumstances be paid upon it. * * * 
The general legislative policy of tbe Common¬ 
wealth thus appears to be that holders of special 
stock shall be regarded as creditors of the cor¬ 
poration for the dividends guaranteed, which 
have become payable; * * (pp. 206-7.) 

The case of Allen v. Northwestern Mfg. Co., 189 
Iowa 731, holds that a purchase of preferred stock 
may, in view of the subscription contract and articles 
of incorporation constitute a “loan” to the corpora¬ 
tion, with consequent right on the part of the cer¬ 
tificate holder to surrender the certificate and re¬ 
cover the amount thereof as a general creditor. And 
further, that where a corporation which has lawfully 
issued its preferred stock under agreement to repay 
the sums paid for the stock at a named time, on sur¬ 
render of the certificate, may not avoid its obligation 
under the plea that to enforce the obligation would, 
in effect, compel the company to retire said stock 
prior to the payment of its general creditors. 

In the case of In Re Fifty Gold Mines Corporation, 
190 Fed. 105, the preferred stock certificates guar¬ 
anteed to the holders ten per cent per annum, if the 
net profits permitted; reserved to the corporation 
the right to redeem the certificates after January 1, 
1911, at a fixed amount per share; bound the corpora¬ 
tion to redeem all the outstanding certificates on or 
before January 1, 1916; and authorized the holders, 
on failure to pay dividends to which they were en¬ 
titled for 90 days, to foreclose a mortgage securing 
such preferred stock, and provided for a first mort¬ 
gage lien on all the corporation’s property as secur¬ 
ity therefor, in which the holders of the certificates 
were entitled to participate ratably. Such stockhold- 
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ers were not entitled to participate in its profits above 
10 per cent per annum, nor in the assets on the dis¬ 
tribution above $11.00 per share. 

The Court held that such stockholders were cred¬ 
itors of the corporation, and not stockholders, and 
hence a mortgage given to secure such stock was not 
fraudulent. The Court said: 

“An examination of the certificate issued for 
preferred shares, so-called, discloses: (1) that 
the holder thereof was not entitled to participate 
in the management of the corporation’s affairs, 
(2) nor in the profits thereof, above a limit of 
ten per cent per annum, (3) nor in the assets 
thereof on distribution, above eleven dollars per 
share. These privileges denied to the holders of 
these certificates, are the usual ones belonging to 
a stockholder. But, on the contrary, these certif¬ 
icates (1) guaranteed to the holders thereof, if 
net profits permitted it, ten per centum per an¬ 
num, (2) reserved to the corporation the abso¬ 
lute right to redeem said certificates after Janu¬ 
ary 1, 1911, at a fixed amount per share, (3) 
bound the corporation to redeem all of said out¬ 
standing certificates on or before January 1, 
1916, (4) authorized certificate holders, on failure 
to pay the dividends to which they were entitled 
thereunder for ninety days after such dividends 
became due, to foreclose the mortgage securing 
them, and (5) provided for a first mortgage lien 
upon all of the corporation’s property as secur¬ 
ity in which the holders of said certificates should 
participate ratably. These are indubitable evi¬ 
dences of an intention to create a debt and con¬ 
stitute the holders thereof a creditor of the cor¬ 
poration.” 

It is accordingly submitted that the sum of $1775.06 
paid by appellant to the holders of it is so-called pre- 
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ferred stock*actually represented interest paid by ap¬ 
pellant on its indebtedness and likewise represented 
ordinary and necessary expenses paid in carrying on 
appellant’s business, that the Board of Tax Appeals 
was in error in sustaining the Commissioner’s dis¬ 
allowance of the same as a deduction, and that the 
decision of the Board should be reversed. 

Respectfully, 

W. C. Sullivan, 

Attorney for Appellant. 
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In the Court of Appeals of the District of 
Columbia 

... - • • . . • . i 

No. 5346 

The Finance and Investment Corporation, 
Appellant ! 

v. ■ 

David Burnet, Commissioner of Internal 
Revenue, Appellee 

APPEAL PROM TRE BOARD OF TAX APPEALS 

BRIEF FOR APPELLEE 

PREVIOUS OPINION 

The only previous opinion in the present ease is 
that of the Board of Tax Appeals (R. 8), which is 
reported in 19 B. T. A. 643. j 

JURISDICTION 

The appeal is taken from a decision of the Board 
of Tax Appeals in respect of corporation income 
taxes for the year 1925, final order of redetermina- 
tion being entered on April 23, 1930. (R. 12.) 

a) % Jj 
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The case is brought to this court by a petition for- 
review filed October 22, 1930 (R. 13), pursuant to- 
the provisions of the Revenue Act of 1926, e. 27,. 
44 Stat. 9, 109, 110, Sections 1001, 1002, and 1003, 
and by a stipulation of the parties (R. 12-13), pur¬ 
suant to Section 1002 (d) of the said Revenue Act. 

QUESTION PRESENTED 

Were the payments made by appellant as divi¬ 
dends on its preferred stock in fact dividends or did 
they cohstitute interest paid on indebtedness which 
is deductible under Section 234 (a) (1) and (2) of 
the Revenue Act of 1924 ? 

STATUTE INVOLVED 

Revenue Act of 1926, c. 27, 44 Stat. 9: 

Sec. 234. (a) In computing the net in¬ 
come of a corporation subject to the tax im¬ 
posed by section 230 there shall be allowed as 
deductions: 

(1) All the ordinary and necessary 
expenses paid or incurred during the tax¬ 
able year in carrying on any trade or 
business, * * *. 

(2) All interest paid or accrued within 
the taxable year on its indebtedness, * * *. 

STATEMENT OF FACTS 

The essential facts found by the Board of Tax 
Appeals are as follows (R. 8-11) : 

The Commissioner has asserted a deficiency in in¬ 
come tax for the year 1925 in the amount of $152.76... 


■'The only error pleaded by the taxpayer is that ap¬ 
pellee has improperly disallowed as deductions 
from gross income certain amounts paid in the tax¬ 
able year as dividends on outstanding preferred 
■stock. It is the theory of the appellant, a Delaware 
■corporation, with its operating office in Washing¬ 
ton, D. CL, that such payments were interest on in¬ 
debtedness and that the owners of the preferred 
stock in question were its creditors and not stock¬ 
holders. 

The company’s certificate of incorporation eon- 
-tains the following: 

i 

The total authorized capital stoek of this 
corporation consists of Five Thousand 
(5,000) shares of common stoek of the par 
value of Five Dollars ($5) per share, and 
Four Thousand (4,000) shares of preferred 
stock of the par value of Twenty-five Dollars 
($25) per share. 

The corporation will commence business 
with Five Hundred shares of common stock 
of the par value of Five Dollars each. 

The preferred stoek may be issued as and 
when the Board of Directors shall deter¬ 
mine, and shall entitle the holders thereof 
to receive and the corporation shall be bound 
to pay out of the net earnings a dividend at 
the rate of eight (8%) per centum per 
annum, cumulative, payable in suclji instal¬ 
ments as the Board of Directors may pre¬ 
scribe, but before any dividend shall be set 
apart or paid on the common stock; pro¬ 
vided, however, that whenever a dividend is 
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paid on the preferred stock the Board of Di¬ 
rectors shall have power in their discretion 
to declare and pay a dividend for a like 
period on the common stock, and in such 
ainount as they may deem appropriate. 

The holders of preferred stock shall not 
have any voting power whatsoever. 

The holders of preferred stock shall, in 
case of liquidation or dissolution of the cor¬ 
poration, before any amount shall be paid 
to the holders of the general common stock, 
be entitled to be paid the par amount of 
their shares and the dividends accumulated 
and unpaid thereon, but shall not partici¬ 
pate in any further distribution of the 
assets of the company. 

Any part of the whole of such preferred 
stock shall be subject to redemption, at the 
discretion of the Company or of the holders 
thereof, at par plus accrued interest and un¬ 
paid dividends, on the thirty-first day of 
December, 1925, or at any dividend day 
thereafter; provided, that the company may 
by its Board of Directors limit the percent¬ 
age which may be redeemed at the discretion 
of the holders thereof at any one time, may 
prescribe a bonus to be paid upon redemp¬ 
tion made at the discretion of the company 
and a discount to be deducted upon redemp¬ 
tion made at the discretion of the holders, 
and may also prescribe a specified notice to 
be given either by the company or by the 
holders, or by both, as a condition to the exer¬ 
cise of the right of redemption. 

Without action by the stockholders, the 
shares of stock, common and preferred, as 


now authorized and as the same may here¬ 
after be increased, may be issued by the cor¬ 
poration from time to time for such consid¬ 
eration as may be fixed from time to time by 
the Board of Directors thereof, without right 
or obligation or apportionment of any kind, 
and any and all such shares so issued, the 
full consideration for which has been paid 
or delivered, shall be deemed full paid stock 
and not liable to any further call cir assess¬ 
ment thereon, and the holders of such shares- 
shall not be liable for any further payment 
thereon. 

| 

The preferred stock certificates in question were, 
form, as follows: 

No. —. Shares:- 

j 

The Finance and Investment Corporation. 

Incorporated under the Laws of the State of 
Delaware 

This certifies that- -— is the 

owner of-shares of the Preferred Capi¬ 

tal Stock of the Finance and Investment 
Corporation of the par value of j$25 each, 
upon the terms and conditions following: 

Transferable only on the books of the 
Corporation by the holder hereof in person 
or by attorney upon ^surrender of this cer¬ 
tificate, properly indorsed; the holder here¬ 
of shall be entitled to receive out of the net 
earnings of the Corporation a fixed, cumula¬ 
tive dividend at the rate of 8 % per annum, 
payable quarterly beginning Marcli 31,1925, 
before any dividend shall be set apairt or paid 
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on the common stock; in case of liquidation 
Or dissolution, the holder hereof shall be en¬ 
titled to be paid in full, both the par value 
hereof and the cumulative unpaid dividend 
hereof, before any amount shall be paid to 
common stockholders; the holder hereof shall 
not by reason hereof be entitled to vote at 
any meeting of the Corporation, or to parti¬ 
cipate in its earnings or profits beyond the 
said cumulative 8% dividend; preferred 
stock is redeemable in whole or in part at the 
election of the Corporation or of the stock¬ 
holders upon 60 days’ written notice prior 
to any dividend payment date on or after 
December 31,1925; provided, redemption at 
the election of the Corporation shall be at 
par value plus 5% and accrued and unpaid 
dividends, and at the election of the stock¬ 
holder shall be at 5% less than par, plus ac¬ 
crued and unpaid dividends ; provided, fur¬ 
ther, that the Corporation shall not be re¬ 
quired to redeem more than 10% of the ac¬ 
tually issued and outstanding preferred 
stock at any one dividend payment date, and 
such redemption shall be in the order of ap¬ 
plication therefor. 

In witness whereof this Corporation has 
caused its name to be signed and its corpor¬ 
ate seal to be affixed hereto by its duly au¬ 
thorized officers this - day of -, 

A. D. 19—. 


President. 



Full paid. Nonassessable. 
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CAPITAL STOCK 

Preferred, 4,000 shares, par value $25 
each. 

Common, 5,000 shares, par value $5 each. 
$25. 

The Board, on the basis of the foregoing facts, 
noted that both the certificate of incorporation and. 
the recital or contract on the face of the preferred 
stock certificate expressly provided that dividends 
on such stock are payable only from the net earn¬ 
ings of the company. Accordingly the Board held 
that “Clearly, the amounts paid in for preferred 
stock are at risk in the business and are a part of 
the capital of the petitioner. Kentucky River Coal 
Corp., 3 B. T. A. 644; Leasehold Realty Co., 3 B. T. 
A. 1129.” The Board therefore decided that the 
Commissioner’s determination was proper. (R. 
12.) The case is brought to the court by petition 
for review of said decision of the Board of Tax 
Appeals. (R. 13.) 

S01IMAST OF ARGUMENT 

The preferred stock investments were at the risk 
of the business, could not be withdrawn until the 
debts of the corporation were paid or otherwise se¬ 
cured, received dividends only out of income and 
partake solely of the nature of proprietorship. 
The preferred stock did not constitute an indebt¬ 
edness and there was no debtor-creditor relation 
established upon its issuance. Dividends on the 

72816—31-2 


8 


preferred stock were not deductible from income 
and did not constitute interest paid. 

AUGUMENT 

The nature of the certificates issued and the manner in 
which they were authorized show that they were cer¬ 
tificates-of preferred stock and not evidences of ordinary 
indebtedness 

Section 234 (a) (2) of the Revenue Act of 1926, 
supra, provides that in determining the net income 
of a corporation there may be deducted from gross 
income all interest paid on indebtedness. How¬ 
ever, Article 564 of Treasury Regulations 65, pro¬ 
mulgated under Section 1001 of the Revenue Act 
of 1924, provides that “so-called interest on pre¬ 
ferred stock, which is in reality a dividend thereon, 
can not be deducted in computing net income.” 1 

1 This regulation has been in effect under all the Reve¬ 
nue Acts, beginning with that of 1918 and including that of 
1928 (Revenue Act of 1918, c. 18, 40 Stat. 1057, Sec. 234 (a) 
(2); Regulation's 45, Art. 564; Revenue Act of 1921, c. 136, 
42 Stat. 227, Sec. 234 (a) (2); Regulations 62, Art. 564; 
Revenue Act of 1924, c. 234, 43 Stat. 253, Sec. 234 (a) (2); 
Regulations 65, Art. 564; Revenue Act of 1926, c. 27, 44 Stat. 
9, Sec. 234 (a) (2); Regulations 69, Art. 564; Revenue Act 
of 1928; c. 852, 45 Stat. 791, Sec. 23 (b); Regulations 74, 
Art. 141), inall ! of which Acts the same or similar provi¬ 
sions to that here involved appeared. In the light of this 
frequent reenactment of the provision without change there 
cah be at this late date' no doubt that the regulation above 
quoted has the : force and -effect of ; law.' Beiruti- v. Colonial 
Trust Co., 275 U. S. -232; Brewster v. Gage, -280 TJ. S. 327, 
337; Elko LarmoiUe Power Co. v. Commissioner (C. C. A. 
9th) , decided'June 15, 1931 (not yet reported, but to be 
feintf-itfCfe-Cb'H.- Voi"tii, : Pir. 
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The sole question in the instant ease is whether cer¬ 
tain certificates issued by the taxpayer are merely 
evidences of an ordinary corporate indebtedness 
entitling it to the interest deduction under. Section 
234 (a) (2), supra, or whether such certificates are 
preferred stock with respect to which no deduction 
may be had for dividends paid thereon by virtue of 
Article 564, supra. The Board of Tax Appeals held 
that the payments in question represented divi¬ 
dends and were, therefore, not deductible. There 
can be little doubt of the correctness of the Board’s 
conclusion. That these were certificates j of pre¬ 
ferred stock and not evidences of corporate indebt¬ 
edness is gathered first from the circumstances sur¬ 
rounding their issue. These certificates were issued 
pursuant to a charter provision. (R. 9.) This fact 
is indicative of an intent of the parties to issue 
stock and not borrow money. The creation of in¬ 
debtedness needs no charter provision tq give it 
authorization. Mining Co. v. Anglo-CaMfornicm 

9451). The case of Elko Lamoille Power Co. vJ Commis¬ 
sioner, supra, not only approves of the distinction made in 
the regulation referred to but recognizes the well-settled dis¬ 
tinction between preferred stockholders and creditors. 
There, the court said, “A preferred stockholder .is a mode by 
which a corporation obtains funds for its enterprise without 
borrowing money or contracting a debt, the stockholder being 
preferred as to principal and interest,.but having ho voice in 
the management. State ex rel. Thompson v. C. & C. B. R. 
Co., 16 So. Car. 524. It differs only from other stocks in that 
it is given preference and has no voting right. A preferred 
stockholder is not a creditor of the company. Scott v. Bcito. 
<& 0. R. Co., 93 Md. 475; Lockhart v. Van Alstyne, 31 
Mich. 76.” 
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Bank, 104 U. S. 192; Gorrell v. Home Life Ins. Co., 
63 Fed. 371. The Corporation Law of the State of 
Delaware requires a charter provision before the 
corporate stock is issued. See Section 13, General 
Corporation Law of the State of Delaware, Ap¬ 
pendix, infra; see also Warren v. Queen & Co., 
240 Pa. St. 154, 87 Atl. 595; Cass v. Realty Securi¬ 
ties Co., 148 App. Div. (N. Y.) 96; Smith v. South¬ 
ern Foundry Co., 166 Ky. 208,179 S. W. 205. 

The charter provides that preferred stock be is¬ 
sued entitling the holder thereof to receive and the 
corporation to pay out of the net earnings a divi¬ 
dend at the rate of 8 per cent per annum. A com¬ 
parison of the provisions of the charter with the 
provisions of the certificates themselves shows that 
these particular certificates were issued in com¬ 
pliance with the provisions of the charter. It is 
submitted that this intent to create a proprietary 
class of participants in the business should not be 
defeated by the contention now made. 

But more important in showing that the certifi¬ 
cates are preferred stock and not certificates of in¬ 
debtedness are the provisions of the certificates 
themselves. The certificates issued bear on their 
faces all the indicia of certificates of preferred 
stoek. (R. 10.) Throughout apt words are used, 
being words of art generally used in such securi¬ 
ties. The certificates certify that the holders there¬ 
of are the owners of so many “shares of the Pre¬ 
ferred Capital Stock of the Finance and Investment 
Corporation of the par value of $25 each”; “trans- 
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ferable only on the books of the Corporation by 
the holder hereof in person or by attorney upon 
surrender of this certificate, properly endorsed”; 
reciting that the holder thereof shall be entitled to 
receive “out of the net earnings of the Corporation 
a fixed, cumulative dividend at the rate of 8% per 
annum, payable quarterly beginning March 31, 
1925, before any dividend shall be set apart or paid 
on the common stock; in case of liquidation or dis¬ 
solution, the holder hereof shall be entitled to be 
paid in full, both the par value hereof and the cumu¬ 
lative unpaid dividend hereof, before any amount 
shall be paid to common stockholders.” It is sub¬ 
mitted that these provisions clearly bring the certif¬ 
icates within the well-recognized classification of 
preferred stock. The provision that the corpora¬ 
tion shall be bound to pay out of “net earnings” 
the dividends in question alone is sufficient and 
presupposes the existence of earnings before any 
obligation of any description is due the holder, 
and places the holder of the certificates in tbe posi¬ 
tion of stockholder. The holder is in a position, so 
far as payment is concerned, subordinate to cred¬ 
itors. He is a proprietor in the business. 

The fact that the charter (R. 9) and the certifi¬ 
cates themselves (R. 11) provide for dividends at 
the rate of 8 per cent is further indicative of the 
fact that what taxpayer actually did was to issue 
preferred stock and not borrow money. The law¬ 
ful and legal rate of interest in Delaware is 6 per 
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cent, 2 and unless the charter is to be construed as 
authorizing an usurious interest rate, the payment 
of 8 per cent must be a dividend. 

We respectfully submit that all the circum¬ 
stances surrounding the issuance of stock, the man¬ 
ner in which it was authorized, and the language 
of the certificates themselves, all support the 
Board’s conclusion that the certificates were actual 
certificates of preferred stock. 

Taxpayer’s contention is based entirely upon a 
provision in the certificates themselves, reading 
that the “stock is redeemable in whole or in part 
at the election of the Corporation or of the stock¬ 
holders upon 60 days’ written notice prior to any 
dividend payment date on or after December 31, 
1925.” Taxpayer contends that this provision 
changes the nature of the certificate from that of 
preferred stock to that of a certificate of indebted¬ 
ness. 2 

2 Chapter 213 of the Laws of Delaware, 1914—1915, Vol. 28, 
Part One, provides that the legal and lawful rate of interest 
on loans is 6 per cent per annum and that no action may be 
brought to recover a sum in excess of that rate, also if the 
borrower pays a rate in excess of 6 per cent per annum he 
may recover the excess so paid in an action brought within 
one year. 

2 The contention made by taxpayer that the clauses in the 
certificates providing that the holders were entitled to receive 
dividends before any dividends shall be paid on common 
stock; providing that in case of liquidation or dissolution the 
holders shall be paid before the common stockholders; and 
providing the holder is not entitled to vote or to participate 
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It is clear that this provision has no such effect. 
It is to be noted that the provision is not that the 
corporation will pay at a specified time, but that 
the “preferred stock is redeemable in whole or in 
part at the election of the Corporation or of the 
stockholders upon 60 days, written notice prior to 
any dividend payment date on or after December 
31, 1925.” It has been held that such an option 
does not transfer certificates of preferred stock into 
certificates of indebtedness. In Elko Lamoille 
Power Company, supra, it was held that a provision 
“redeemable in three years” did not alter the status 
of preferred stock certificates. The court there 
made the distinction between an option to redeem 
and an express provision to pay at a specified time, 
distinguishing the case of Arthur B. Jones Syndi¬ 
cate v. Commissioner (C. C. A. 7th), 23 F. (2d) 
833, cited at Page 6 of taxpayer’s brief. 

In Armstrong v. Union Trust & Savings Co., 
supra, the certificates specifically stated that the 
corporation would redeem the certificate jof stock 
at par with accrued interest at the end of five years. 
It was held that regardless of this provision the 

in the earnings beyond the cumulative 8 per cent I dividend, 
make the' certificates or ordinary corporation indebtedness is 
•without merit. These provisions are common to all pre¬ 
ferred-stock certificates and are perfectly consistent with the 
theory- of stockholder : corporation relationship. Armstrong 
v. TJnion Trust <& Savings' Bank, 248 Fed. 268; In re Fech- 
heimer F-ishel Co., 212 Fed. 357; Elko Lamoille Power Go. v. 
Commissioner, supra. 
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holders of the certificates were still stockholders 
and not creditors. 

It is to be further noted that the election of the 
stockholders in this case to redeem prior to any divi¬ 
dend payment date on or after December 31,1925, 
is restricted by the provision in the certificates that 
“the corporation shall not be required to redeem 
more than 10% of the actually issued and outstand¬ 
ing preferred stock at any one dividend payment 
date, and such redemption shall be in the order of 
application therefor.” It is submitted that this 
proviso alone serves to rob the redemption feature 
in the certificate of the effect urged by the taxpayer. 
The option to redeem instead of making the cer¬ 
tificates of the nature of a promissoiy note as urged 
by taxpayer (Br. 6) was merely an additional privi¬ 
lege granted the shareholders giving them a limited 
and restricted right not inconsistent with their 
status of proprietors in the corporation. There are 
numerous cases in which privileges of one kind or 
the 'other have been granted preferred stockhold¬ 
ers—privileges of guaranty, priority, and the 
like—which the courts have repeatedly held do not 
make the stockholders creditors. Smith v. Ala¬ 
bama Fruit Grounng & Winery Association, 123 
Ala. 538; Phillips v. Eastern Railroad, 138 Mass. 
122, 135; Lockhart v. Van Alstyne, 31 Mich. 76; 
P. & H. R. R. Co. v. King, 17 Ohio St. 534. 

Moreover, whatever may be the law in other 
jurisdictions, in Delaware, at least, that being the 
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situs of the corporation here, such a provision is 
certainly not inconsistent with the principles inher¬ 
ent in preferred stockholdings. Section 13 of the 
Delaware Law (Appendix, infra) specifically pro¬ 
vides that “any or all classes of preferred stock 
may, if desired, be made subject to redemption at 
such time or times, and at such price, not less than 
par, as may be expressed in the certificate of incor¬ 
poration or an amendment thereof.” The! corpo¬ 
rate charter took advantage of this provision and 
provided that the stock should be redeemed in the 
manner set forth. The certificate (R. 10) followed 
the charter provision. The same section of the Del¬ 
aware Law that sanctions the redemption of pre¬ 
ferred stock further provides that “in case of in¬ 
solvency its (corporate) debts or other liabilities 
shall be paid in preference to the preferred stock.” 
Thus it is seen that, whatever the law might be in 
other jurisdictions, certainly in Delaware there is 
nothing foreign or unusual in the provision k>f these 
certificates which can not ordinarily be found in 
any preferred stock issued under the lawsl of that 
state. It is quite evident that the laws of Delaware, 
in providing for redemption, did not intend that 
a corporation in taking advantage of such a pro¬ 
vision should thereby alter the relationship of the 
holder of preferred stock from that of a proprie¬ 
tary interest to that of creditor. In fact, that pos¬ 
sibility has been specifically guarded against by the 
further provision in the Delaware Law (Sec. 28) 
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that “no such reduction, however, shall be made in 
the stick of any corporation until all its debts 
which are not otherwise fully secured shall have 
been paid and discharged,” and that possibility has 
been further guarded against by the specific pro¬ 
viso in the certificates themselves hereinabove re¬ 
ferred to, “ that the Corporation shall not be re¬ 
quired to redeem more than 10% of the actually 
issued and outstanding preferred stock at any one 
dividend-payment date, and such redemption shall 
be in the order of application therefor.” 

It is submitted that the redemption feature in 
the stock certificates, sanctioned and authorized as 
it is by the laws of Delaware, does not change the 
preferred stockholders under the Delaware statutes 
into creditors of the corporation. 

Furthermore, the most that the taxpayer can say 
is that the holders of certificates had options to re¬ 
deem. There is no evidence that any stockholder 
chose to exercise this option. Certainly, at best, all 
that these stockholders had was a contract with the 
taxpayer that the taxpayer should redeem upon cer¬ 
tain conditions. Until the holder elected to redeem 
and made demand upon the taxpayer it can not 
be said that the corporation was indebted to the 
holder. Until demand, even if not afterwards, the 
relationship of the stockholders to the corporation,, 
so far as payment was concerned, was one subordi¬ 
nate to that of general creditors. Until demand, 
even if not thereafter, the holders were entitled to 
payment only out of net earnings, and until that 
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time they occupied a proprietary status, add pay¬ 
ments so made to them can not be construed as in¬ 
terest on indebtedness. If, pursuant to this con¬ 
tract with the corporation, the holders had elected 
to redeem and had previously made demand, 
whether they then could claim the rights of credi¬ 
tors is a matter with which we need not here be 
concerned . 

The cases cited by appellant are all distinguish¬ 
able. In none of them is the redemption clause so 
limited as in this case. They either call; for re¬ 
demption at a definite time or were issued , under 
circumstances showing an actual intent to create a 
• debt. And in none of them was the law of the 
forum the same as the laws of Delaware involved 
in this case. j 

Attention is called to the fact that the case of In 
re Fifty Gold Mines Corporation, 190 lied. 105, 
relied on by taxpayer (Br. 13), was a District Court 
case. The facts in the case are readily distinguish¬ 
able, the preferred stockholders there having been 
secured by a mortgage. But more important, the 
District Court was reversed upon appeal to the Cir¬ 
cuit Court of Appeals for the Eighth Circuit, the 
cause being there entitled Spencer v. Smith, 201 
Fed. 647. The language of the. Circuit Court of 
Appeals is peculiarly pertinent to this case. The 
court said (p. 652) : 

In the articles of incorporation, in the 
stock itself, and in the mortgage, the stock 
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in controversy is called “preferred stock.” 
There is no evidence that any party con¬ 
cerned in the issuance of the stock thought 
that it was anything else. There is no pro¬ 
vision in the certificate of preferred stock 
which, if properly construed, is not appro¬ 
priate to such a certificate. 

CONCLUSION 

In view of the foregoing, it is submitted that what 
was issued in this case was preferred stock and not 
an indebtedness, creating thereby a proprietary 
status and not a debtor-creditor relation, and that 
the payments made were dividends and not interest. 
The disallowance of the claimed deduction was 
therefore proper. It is submitted that the decision 
of the Board should be affirmed. 

Gr. A. Youngquist, 
Assistant Attorney General. 
Sewall Key, 

Wm. Earl Smith, 

Special Assistants to the Attorney General. 

C. M. Charest, 

General Counsel, 

Bureau of Internal Revenue, 

J. K. Polk, Jr., 

Special Attorney, 

Bureau of Internal Revenue, 

Of Counsel. 


August, 1931. 



APPENDIX 


GENERAL CORPORATION LAWS OF THE STATE OF 
DELAWARE 


(Passed 1899. Amended in 1915) 

Sec. 13. Kind of Stock; Preferred Stock .— 
Every corporation shall have power to create two 
or more classes of stock, with such designations, 
preferences, and voting powers, or restrictions or 
qualifications thereof, as shall be stated aind ex¬ 
pressed in the certificate of incorporation; and the 
power to increase or decrease the stock, as in this 
act elsewhere provided, shall apply to any or all of 
the classes of stock. Any or all classes of preferred 
stock may, if desired, be made subject to redemp¬ 
tion at such time or times, and at such price, not 
less than par, as may be expressed in the certificate 
of incorporation or an amendment thereof; and 
the holders of any preferred stock shall be entitled 
to receive and the corporation shall be boundjto pay 
thereon dividends at such rates and on such condi¬ 
tions as shall be stated in the certificate of incor¬ 
poration, or an amendment thereof, payable quar¬ 
terly, half-yearly, or yearly, before any dividends 
shall be set apart or paid on the common stock; and 
when any such quarterly, half-yearly, or yearly 
preferred dividend shall have been paid or set 
aside as herein provided, a dividend upon the com¬ 
mon stock may then be paid out of the remaining 
surplus or net profits of the company; and such 
(19)' 
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preferred dividends may be made cumulative; and 
in no event shall a holder of preferred stock be 
personally liable for the debts of the corporation; 
but in case of insolvency, its debts or other liabili¬ 
ties shall be paid in preference to the preferred 
stock. Unless its original or amended charter or 
certificate of incorporation shall so provide, no 
corporation shall create preferred stock. The 
terms 1 “general stock” and “common stock” are 
synonymous. 

Sec- 28. Reduction of Capital Stock .—Any cor¬ 
poration organized under this Chapter may reduce 
its capital stock at any time by a vote of, or by the 
written consent of stockholders representing two- 
thirds of its capital stock, and after notice of the 
proposed decrease has been mailed to the address 
of each stockholder at least twenty days before the 
meeting is held for that purpose; and a statement 
of the reduction shall be signed and acknowledged 
by the President and a majority of the Directors, 
and shall be filed and a certified copy thereof re¬ 
corded in the same manner as certificates of in¬ 
corporation are required to be. No such reduction, 
however, shall be made in the stock of any corpora¬ 
tion until all its debts which are not otherwise fully 
secured shall have been paid and discharged. 

The decrease of capital stock issued may be ef¬ 
fected by retiring or reducing any class of stock, 
or by drawing the necessary number of shares by 
lot for retirement, or by the surrender of every 
shareholder of his shares, and the issue to him in 
lieu thereof of a decreased number of shares, or by 
the purchase at not above par of certain shares for 
retirement, or by retiring shares owned by the cor¬ 
poration or by reducing the par value of shares; 
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and when any corporation shall decrease the amount 
of its capital stock herein above provided, the cer¬ 
tificate decreasing the same shall be published for 
three weeks successively at least once in each week, 
in a newspaper published in the County in which 
the principal office of the corporation is located; 
the first publication to be made within fifteen days 
after the filing of such certificate, and in default 
thereof the Directors of the corporation shall be 
jointly and severally liable for all the debts of the 
corporation contracted before the filing of the said 
certificate, and the stockholders shall also lj>e held 
liable for such sums as they may respectively re¬ 
ceive of the amount so reduced; provided, no such 
decrease of capital stock shall release the liability 
of any stockholder whose shares have not been fully 
paid, for debts of the corporation theretofore con¬ 
tracted. *■ 

Sec. 82. Amendment or Repeal of This Chapter; 
Effect of .—This Chapter may be amended or re¬ 
pealed, at the pleasure of the Legislature, but such 
amendment or repeal shall not take away or impair 
any remedy against any corporation under this 
Chapter, or its officers, for any liability which shall 
have been previously incurred; this Chapter! and all 
amendments thereof shall be a part of the charter 
of every such corporation except so far as the same 
are inapplicable and inappropriate to the objects of 
such corporation. [ 
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